Introduction {#section1-1077558717718026}
============

Some patients require a period of observation care---usually delivered in an outpatient setting---that allows doctors to monitor them to determine if they should be admitted to the hospital or return home. Approximately 2.5 million people are placed in observation each year ([@bibr20-1077558717718026]; [@bibr22-1077558717718026]), which could have implications for the cost and quality of care they receive ([@bibr10-1077558717718026]; [@bibr11-1077558717718026]; [@bibr12-1077558717718026]; [@bibr13-1077558717718026]; [@bibr18-1077558717718026]).

Several studies have shown a rapid increase in the use of observation stays among patients enrolled in government-run health care plans, such as traditional Medicare and the Veterans' Affairs (VA) Healthcare System ([@bibr23-1077558717718026]). One study found that the number of observation stays by traditional Medicare patients more than doubled from 2001 to 2009, with the greatest increase occurring in cases not leading to an inpatient admission ([@bibr24-1077558717718026]). Another study found that for traditional Medicare patients aged 65 years and older, the number of claims for observation services increased by 26% from 2007 to 2009 ([@bibr8-1077558717718026]). Observation stays lasting 2 or more days are especially more common among people in government-run health plans, despite national guidelines specifying that such stays rarely should exceed 24 hours ([@bibr1-1077558717718026]; [@bibr5-1077558717718026]). Hospitals may be substituting outpatient observation stays for inpatient admission and readmission---both of which have become less common over time in both traditional Medicare and the VA system ([@bibr8-1077558717718026]; [@bibr24-1077558717718026]).

New Contributions {#section2-1077558717718026}
-----------------

Unlike most previous research ([@bibr17-1077558717718026]), our study examined changes in the use of observation status among people enrolled in private plans---that is, enrollees in Medicare Advantage (MA) plans and non-Medicare commercial and employer plans (commercial plans). We hypothesized that patients in private plans would be less likely to experience pressures that have driven up the use of observation status for traditional Medicare and VA patients. Instead, we found that patients in MA plans experienced similar increases in frequency of observation use as those in government-run health care plans. In contrast, use of observation remained constant for people aged 18 to 64 years enrolled in commercial plans.

Study Data and Method {#section3-1077558717718026}
=====================

We conducted a retrospective analysis using deidentified^[1](#fn1-1077558717718026){ref-type="fn"}^ administrative claims data from the OptumLabs™ Data Warehouse, a database that includes medical and eligibility information for over 150 million MA and commercial enrollees ([@bibr21-1077558717718026]). These data contain claims from individuals throughout the United States, with the greatest representation in the South and Midwest U.S. Census regions.^[2](#fn2-1077558717718026){ref-type="fn"}^ Our database did not include Medicare fee-for-service, Medicare supplemental, or other secondary insurance claims.

We examined MA enrollees' observation stays for 11 years by using claims with dates of service between January 2004 and December 2014. For the commercially insured, we had complete information only from August 2005 through December 2014. Therefore, we included only commercial claims for services that took place during that period.

For each month, we identified all enrollees aged 18 years and older with primary medical coverage at the start of their hospital visit. Like other studies of observation patients, we excluded data for MA enrollees younger than 65 years---who qualify for Medicare because they are disabled---because changes in the Social Security Disability Insurance program strongly affected the composition of this population during the study years ([@bibr2-1077558717718026]; [@bibr6-1077558717718026]; [@bibr7-1077558717718026]). We identified a monthly average of 15.3 million MA and commercial enrollees from August 2005 to December 2014.

Observation Versus Inpatient Admission {#section4-1077558717718026}
--------------------------------------

We identified all individuals who had an observation stay by using a combination of revenue codes (0760, 0762) or Current Procedural Terminology (CPT-4) codes (99217, 99218, 99219, 99220, 99224, 99225, 99226, 99234, 99235, 99236). We excluded patients admitted as inpatients immediately following an observation stay (fewer than 6% of observation patients in any given year). This ensures that our results are comparable to findings from prior studies that similarly excluded such patients ([@bibr8-1077558717718026]; [@bibr14-1077558717718026]; [@bibr19-1077558717718026]). For enrollees with more than one observation stay during a month, we included all stays in the analysis. For each observation stay, we generated the length of stay in days. Our total analytical sample consisted of about 3.5 million observation claims---averaging about 30,000 monthly observation stays.

For the inpatient cohort, we included all inpatient stays lasting up to 2 days. If an enrollee had several short inpatient stays during the month, we included all stays. We identified about 4.4 million claims (averaging about 38,000 per month) of these short-term inpatient stays.

Trends {#section5-1077558717718026}
------

We calculated monthly rates of observation stays and short-term inpatient stays separately for enrollees in MA and commercial plans using the number of visits as the numerator and the total number of enrollees as the denominator. We report rates as number of visits per 1,000 enrollees.

Readmissions {#section6-1077558717718026}
------------

We conducted further analyses that focused on inpatient readmission and return observation stays. First, for each month between August 2005 and December 2014, we identified all inpatient admissions. Among these index inpatient stays, we identified those with at least one subsequent inpatient admission and those with at least one subsequent observation stay within 30 days of initial discharge. We then calculated monthly readmission rates and return observation rates using the total number of index admissions as the denominator and the number of index admissions followed by at least one readmission or return observation stay as the numerator.

Subsequently, we identified unplanned inpatient claims following the methodology used by the [@bibr4-1077558717718026] for the top third of hospitals with the largest drop in readmission between January 2009 and December 2014. For each of these index inpatient stays, we identified subsequent readmissions and observation stays that occurred within 30 days of leaving the hospital. For each hospital, we then computed the share of index inpatient stays that resulted in a readmission or an observation stay. We report the weighted averages of these shares, where the weights are the hospital's total number of index admissions.

Study Results {#section7-1077558717718026}
=============

Of people who experienced an observation stay, 82% were enrolled in a commercial plan and, of these enrollees, 95% were younger than 65 years. Of people who experienced an inpatient stay of 2 days or less, 84% were enrolled in a commercial plan and, of these enrollees, 95% were younger than 65 years. MA enrollees aged 65 years and older experienced 18% of observation stays and 16% of short inpatient stays.

[Figure 1](#fig1-1077558717718026){ref-type="fig"} shows that between August 2005 and December 2014, observation stays were considerably more common among patients in MA plans than for those in commercial plans. The data also reveal that patients enrolled in MA plans were more than twice as likely (+133%, *p* \< .01) to be under observation in 2014 as they were 11 years earlier in 2004. Observation rates for MA plan enrollees remained stable from 2004 to 2006 (about 2.5 per 1,000) but saw an inflection point in late 2006, from which time the rate increased steeply to about 6.3 per 1,000. This "hockey stick" pattern suggests that important changes occurred starting in 2006, which produced a substantial increase in the use of observation over the following 7 years.

![Monthly observation rate among Medicare Advantage (MA) plan enrollees (2004-2014) and commercial plan enrollees (August 2005-December 2014).\
*Source*. Authors' analysis of data from the OptumLabs™ Data Warehouse.](10.1177_1077558717718026-fig1){#fig1-1077558717718026}

In contrast, among commercial plan patients 18 years and older, the use of observation remained relatively stable between 2005 and 2014, increasing by only 8 percentage points (*p* \< .01) during that period.

[Figure 2](#fig2-1077558717718026){ref-type="fig"} shows monthly rates of observation stays for commercial plans by the enrollee's age category. Commercial plan members aged 65 years and older (still employed) became somewhat more likely to be placed under observation between August 2005 and December 2014 (+33%, *p* \< .01). However, they began experiencing this increase later than people enrolled in MA plans, and observation rates crept up only gradually from late 2005 through 2009. In early 2010, the climb in observation rates for commercial plan enrollees aged 65 years and older began accelerating, increasing 27% (*p* \< .01) over the following 5 years. By contrast, observation rates for adults younger than 65 years in commercial plans remained relatively constant between 2005 and 2014, increasing by only 6% (*p* \< .01) between 2005 and 2014.

![Monthly observation rate among commercial plan enrollees by age (August 2005-December 2014).\
*Source*. Authors' analysis of data from the OptumLabs™ Data Warehouse.](10.1177_1077558717718026-fig2){#fig2-1077558717718026}

Privately insured patients in both MA and commercial plans were placed under observation for much longer periods in 2014 than in 2006^[3](#fn3-1077558717718026){ref-type="fn"}^ ([Figure 3](#fig3-1077558717718026){ref-type="fig"}). In 2014, 20.1% of those in commercial plans stayed in observation for at least 2 days, compared with 10.1% 8 years earlier---which represents an increase of 99% (*p* \< .01). During this period, the share of patients enrolled in MA plans who were placed under observation for 2 days or more leapt by 327% (from 4.5% to 19.2%, *p* \< .01).

![Number of days spent under observation by private plan enrollees in 2006 and 2014.\
*Source*. Authors' analysis of data from the OptumLabs™ Data Warehouse.](10.1177_1077558717718026-fig3){#fig3-1077558717718026}

MA plan enrollee admissions for short inpatient stays were stable, decreasing less than 0.5% per year from August 2005 through December 2014 (data available on request from the corresponding author). On the other hand, people in commercial plans became less likely to be admitted for a short inpatient stay (−25%) during this period. Consequently, the ratio of observation stays to short inpatient stays increased by 46% for commercial plan patients and by 131% for those in MA plans ([Figure 4](#fig4-1077558717718026){ref-type="fig"}).

![Ratio of observation to short inpatient stays for private plan enrollees (August 2005-December 2014).\
*Source*. Authors' analysis of data from the OptumLabs™ Data Warehouse.](10.1177_1077558717718026-fig4){#fig4-1077558717718026}

We found a slight decrease in 30-day readmission rates from August 2005 through December 2014, for both patients in commercial plans (−11%) and those in MA plans (−12%; data available on request from the corresponding author). In contrast, the share of privately insured patients who were placed under observation when they returned to a hospital within 30 days after an inpatient stay grew rapidly, especially for MA plan enrollees (+117%).

These diverging trends were particularly pronounced for some hospitals that experienced large drops in readmission rates between 2009 and 2014 ([Figure 5](#fig5-1077558717718026){ref-type="fig"}). For example, the top one third of hospitals with the largest drop in readmitted MA plan patients aged 65 years and older (−34.9%) also placed significantly more of their returning patients under observation (+20.1%).

![Changes in readmission and return observation rates within 30 days of discharge for private plan enrollees at the top 33% of hospitals with the largest drop in readmissions (2009-2014).\
*Source*. Authors' analysis of data from the OptumLabs™ Data Warehouse.](10.1177_1077558717718026-fig5){#fig5-1077558717718026}

Discussion {#section8-1077558717718026}
==========

Our study found that people aged 65 years and older enrolled in MA plans were increasingly likely to be placed under observation between 2004 and 2014. The use of observation also increased among commercial plan enrollees aged 65 years and older, but this increase occurred later and was less pronounced than the increase in observation use for MA plan enrollees. These trends are comparable to the experience of patients in traditional Medicare and the VA Healthcare System ([@bibr23-1077558717718026]; [@bibr24-1077558717718026]). In contrast, the use of observation stays remained largely unchanged for patients aged 18 to 64 years in commercial plans. We also found a notable increase in the duration of MA and commercial enrollees' observation stays.

For each short inpatient admission that took place during the study period, there was an increased number of observation stays. Enrollees who were initially admitted as inpatients and subsequently returned to the hospital were more likely to be placed under observation rather than be readmitted as inpatients. Conversely, inpatient readmission rates declined.

The nearly parallel lines for observation rates prior to 2007 suggest that people in MA and commercial plans with similar clinical characteristics received care in similar hospital settings up to that point. Our study did not examine whether the quality of care differed between these settings. However, the rapid subsequent rise in the observation rate for MA plan enrollees aged 65 years and older suggests that, starting in late 2006, growth in the use of observation status for these patients was driven by factors---probably nonclinical in nature---above and beyond underlying trends related to age and health status ([@bibr24-1077558717718026]). These divergent trends suggest a degree of differentiation by patient's age may be entering into decisions about patient disposition within hospitals.

As discussed in previous studies, a number of factors may be driving these divergent trends in the use of observation versus inpatient admission and readmission, including increased scrutiny of short inpatient stays ([@bibr14-1077558717718026]), penalties for hospitals with high rates of avoidable readmission ([@bibr3-1077558717718026]), efficiency advantages of observation stays (more rapid triage of patients and lower hospital cost), and lower out-of-pocket costs for patients placed under outpatient observation rather than admitted as inpatients.^[4](#fn4-1077558717718026){ref-type="fn"}^

Starting in 2005 and continuing through 2014, CMS made several changes to Medicare reimbursement rules that encouraged the use of observation status. Also starting in 2005 with demonstrations in six states, recovery audit contractors began identifying and recovering improper payments to Medicare fee-for-service providers. The recovery audit contractor program was expanded nationwide in 2010. Many of these audits resulted in complete denial of claims for short inpatient stays. As a result, hospitals were encouraged to shift patients to outpatient observation rather than admit them for short inpatients stays. In 2012, CMS began imposing fines on hospitals with excess avoidable readmissions; these fines tend to encourage hospitals to hold patients in outpatient observation. Because of these nonclinical factors, patients who might have previously been admitted or readmitted as inpatients may have been labeled as observation patients ([@bibr8-1077558717718026]; [@bibr15-1077558717718026]; [@bibr17-1077558717718026]).

However, it is important to note that some of the likely reasons behind the increased use of observation status, including scrutiny of short inpatient stays and readmission penalties, apply primarily to traditional Medicare. Increases in observation stays for MA plan patients could represent a spillover effect from incentives related to traditional Medicare patients. For instance, to avoid audits and payment penalties, physicians may assume that all older patients should be treated as if they were traditional Medicare patients.

Assuming that the observation rate for people in MA plans had remained at the 2004 level, the rate of short inpatient stays would likely have been 62% higher than the rate we observed in 2014. Similarly, if observation rates for returning MA plan patients had held steady at the 2005 level, the 30-day readmission rate would likely have increased by as much as 1.5% instead of falling by 11.6% from 2005 to 2014.

We are not arguing that rising observation rates entirely account for the decline in inpatient admission and readmission rates. Rather, our findings suggest that declines in inpatient use might have been less pronounced in the absence of growth in the use of observation stays.

In addition, the accelerating trend in the use of observation for commercial patients aged 65 years and older starting in 2009 suggests a further diffusion in the growth of observation experienced by traditional Medicare and MA plan patients, with observation possibly becoming a substitute for inpatient admission and readmission.

Conclusions {#section9-1077558717718026}
===========

Our findings suggest that older patients may be receiving care in a different hospital setting (i.e., outpatient vs. inpatient) than younger patients for nonclinical reasons---suggesting differential disposition based on the patient's age. Our study also suggests that declining readmission rates may not be an adequate measure of hospitals' success in reducing medical complications or improving the quality of care for either inpatients or outpatients. Although a recent study did not find evidence that readmission penalties were causing hospitals to substitute observation stays for inpatient readmission among traditional Medicare patients ([@bibr25-1077558717718026]), tying penalties to readmission rates may allow some hospitals to avoid penalties by simply labeling returning patients as outpatients rather than by improving care ([@bibr9-1077558717718026]). Finally, our findings raise questions about the appropriateness of the choice of care setting (outpatient vs. inpatient) and how this choice affects quality of care and patient out-of-pocket costs. These questions deserve further research and scrutiny.
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Southern and Midwestern states are overrepresented in the data. See [@bibr16-1077558717718026].

We used 2006 because it was the first year with 12 months of data for both MA and commercial claims.

Despite a common perception that patients under outpatient observation pay more out of pocket than they would if they had been admitted as inpatients, the vast majority of traditional Medicare and VA patients who are placed under observation pay less than if they had been admitted ([@bibr12-1077558717718026]; [@bibr23-1077558717718026]).
